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Mr. James V. Derrick. Jr.

Executive Vice President and General Counsel
Enron Comp.
- 1400 Smith Street

Houston, Texas 77002

Re:  Preliminany Investigation of Allegations of an Anonymous Employee

Dear Jim:

You requested that Vinson & Elkins [..L.P ("V&E") conduct an investigation into certain
allegations initially made on an aponymous basis by an employee of Earon Coep. ("Enron™). Those
allegations question the propriety of Enron’s accounting trearment and public disclosures for certan
deconsolidated entities known as Condor or Whitewing and cerain qansactions witharclaied party.
LJM. and particularly transastienswahl IM known as Raptor vehicles. The anonymous emplovee
later identified herself as Sherron Watkins, whe met with Kenneth L. Lay. Chairman and Chief
Executive Officer of EnitAT: smreximatelyBne hour to express her concerns and provided him
with materials 1o supplement her initial anony mous letter. This lener constinuies our report with
respect o owr investigalion and sets forth the scope of our review. the activities underaken. the
identification of primary concems. and our analysis and conclusions with respect 0 those con¢ems.

1. Scope of Undertaking

encral. the scope of V&E's underiaking was 1o teview the allegations raised by Ms
Watkins anpnvmous letter and supplemental materials and 10 conduct an investigauon to determine

s e facts she has raised warrant further independent legal Of accounting review.

By way of background. some of the supplemental materials provided w
proposed a series of steps tor addressing the problems she perceived. which includedT not
independent legal counsel 1o conduct a wide-spread invesngalion. and the engagement ot

independent auditors. apparently for the purpose of analyzing mansactions in dewil and opining 23
10 the propriety of the accounting treatment employed by Enron and its suditors Arthur Andersen
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LL.P.("AA"). Inpreliminary discussions with v, 1835 decided (hat aur ‘nitial approach would
not involve the second guessing of the accounting adiive and trealment prov ided by AA. that there
would be no defailed analysis of each and even transaction and that there would be o tull seale
discovery style inquiry. [Instead. the inquiny would be contined W0 a Jeterminatior whether the
anonymous letter and supplemental materials ruised new factual intormation that would warrant a
broader investigation.

2. Activities Undertaken

Our preliminary investigation included the review of selected documents provided o us by
Enton and from our internal sources, interviews with key Enron and AA personnc] and discussions
with V&E anomeys who are familiar with legsl issues addressed by Enyon in connection with the
subject transactions. The focus. of course, was to identfy background informauon. disclosures and
personal views with respect 1o the Condor/Whitewing and Raptor vehicles and Enron's rclationship
with LJM.

Documents reviewed in this process inciuded excerpts of meetings of Enron's Board of
Directors. including minutes of mestngs of the Audit and Finance Comminees of the Board. vanous
public rilings of Enron (annual reports. 10-K's. 10-Q's). documents relating to Enron’s ransactions
with LIM. including Deal Approval Shects and Investment Summaries. and various miscellancous
rmaterials in the nature of preseatations and memoranda. The focus of our document review was to
determine whether the requisite approval of the transactions referenced in the an0OnYMOUS letter had
been obtxined from Enron’s Board and its committees. the nature of the disclosures made with
respect 10 the transaclions and relationships questioned by the anonymous letier and supplemental
materials and to provide general background information.

{nterviews were also conducted with vanous Enron personnel based either on their
conpection with the transactions igéy/hringmmw LJM and Raptor. or because they
b

were identified in matenials provt y Ms. Watkins as ns who might share her concems.
Thosc persons intervicwed were: S. Fastow. k£ ve Vice President and Chief Financial
OfTicer; Richard B. Causey, Execulive Vice Preadent and Chief Accounting Officer, Richard B.
Buy. Executive Vice Presidentand ChiefRisk Office.; Greg Whalley. President and Chief Operating
Officer (formerly Chairman of Enron Wholesale), Jeffrey McMahon, President and Chief Executive
Officer, Earon Industrial Markets ( formerly Treasurer of Entron} : Jordan H. Mintz. Vice Presuident
and General Counsel of Enron Global Finance: Mark E. Koenig, Exetun t ident. investor
Relations: Paula H. Rieker, Managing Director. Investor Relation§’ and Sherron Watkins. theputhor
of the anonymous lenier and supplemental materials.

Interviews werc alsoconducted with David B. Duncan and Debrz A. Cash. both partacrs with
AA assigned 10 the Envon audit engagement
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In additon to the foregoing formal inren iews. JIsCUsSIONs Wwere likewise held with Rex
Rogers. Vice President and Assistant General Counse. of Enron. and Ronald 1. Asun of V&E
regarding general background information and the identitication of specilic issues relating to the
maners rmised by the anonymous lerter and supplemental matenals.

After completing tatzrviews with all of the foregoing individuals. supplemental Ineniews
were conducted with Andrew S, Fastow and Richard B. Causey of Enron and David B. Duncan and
Debra A Cash of AA 10 conlimn certain information leamed in the overall interview process.

As we initially discussed. we limited our interviews (with the exception of the AA panners
mentioned above) to individuals sull empioved with Enron  Therefore, we did not inten iew
individua's no fonger with Enron mentioned in the anonymous letter of supplemental matenals or
any thurd party related to LIM.

3 ldentification of Primary Concerns
T preliminary investigsuon revealed tour pnmary arcas ot concem expressed W
i Watking atonvmous letter and supplemental materials. Accordingly. our doc : Tl
MEView process tocused on those areas of concern and whether the tacts rniu:d
anonymous lefter and supplemental materials presenied any new information as to those maters tha
may warrant [urther independent investigation.  1hose areas of primary concemn are as tollows:

a. the apparent conflict of interests by Mr. Fastow’s ownership in LIM;

b. the accounting treatment accorded the Condor and Rapior structures in Enron's
finanicial siatements:

<. the sdequacy of public disclosures of the Condor and Raptor wansactions; and
d. the potential impact on Enron’s financial sialcments as 2 result of the
Condor/Whitewing and Raptor vehicles because of the decline in value of the

merchant ;avestments placed in those vehicles as weil as the decline in the market
price of Enron common stock.

Ouwr findings wnd conclusions with respect 10 each of these areas of concemn are set forth
separazely pelow.

4, Conflict of lnterest

Mr. Fastow acrually organized nvo separate investment partncrships. The first, LJM-Cayman
L P.{"LJMI"), waslsunched in June. 1999. The LM concept appears Lo have been fully discussed

I
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with the Office of ti.¢ Chairman and was presented Lo and approved by Enson’s Board of Directors
at a special meeting on June 28. 1999. That approval included the Board's waiver of Enron's code
of ethics to permit Mr. Fastow to act as the gencral panner of LiMI. l'he priman purpese tor the
organization of LJIM| was o establish 2 non-Enron entity with whick Fnron Sould enter inte a swap
ransaction to hedge its investment in Rhythms NetCommunications. 1twas likewise recoprized that
LJM mught negotiate o purchase additional asseis e Enron's merchant pontolio. 1JM raised S16
million in outside equity. invested in & Raptor vehicle that entered inte a swap for Rhythms
NetCommunications and also purchased a sutficient portion of Erron’s equity in the Cuiaba power
plant in Braa! to allow Enron to deconsolidate that project.

The second investment parmership ~ LIM2 Co-Investment. L.P.("LIM2™) - was organiead
in October. 1999.° At an October 11, 1999 meeting of the Finance Comminee of the Board of
Directors. Enron's activities with LIM 1 were reviewed and the proposal for transacting business with
LiM?2 was discussed and approved. The Board of Directors. at its raceting on October 12. 1999,
waived Encon's code of cthics 10 permit Mr. Fastow to serve as general parmer of LIM2 and
established guidelines for Enron’s transaction of business with 1JM2. Those included: (1) no
obligation to do transactions between Enron and LJM2: (i) the Chiet Accounting and Risk Otlicers
would teview. and where appropriste. approve transactions with LIM2: (iit) there would be an
anual review by the Board's Audit Commintee of completed transactions or recommendations. as
appropriate: and (iv) there would be an annual review as 1o the application of the Company’s code
of ethics o assure that such transactions would not adversely affect the best interests of the

Company.

The LIM2 partnership raised $349 million inequity from investors ranging from commercial
and investment banks, insurance companies. public and private pension funds and high net worth
individuals. LJM2 has engaged in approximately 21 separate transactions with Enron.

Pursuant to the Board's guidelines. special procedures were adopted and utilized for the
transaction of business with LIM. Those procedures inctuded the preparation of a special LIM2
Deal Approval Sheet ("DASH") that would be prepared for every Enron/LJM2 transaction generally
describing the nature of the comrercial gansaction and the relevant economics. Approval was also
required by a variety of scmuor level commercial, technical and commercial support professionals.
DASH was supplemented by an LIM approval process checklist testing for compliance with Board
directives for transactions with LIM2. including questions sddressing the following:

. alternative sales options and counter-parues.

' The initial LJM partnership wis then reterred 10 &5 "LIML" LIMI and LIM2 will
be referred 10 jointly as "LIM® unless there is a particular reason to distinguish between the two
investment partnerships.
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- Jeo- nination that the wansdction was cenducted 3 arm's fength.
. disclosure obligations. and
. review of the transaction by Enron's Otfice ol the Churman. Chisf Accounhing

Ofticer and Chief Risk Ofhcer.

As pan of these procedures. it also appeared that several additional controts were adhered
to. These included LIM senior management protessionals never negotiating on behalf of Enron.
Enron protessionals negotiating with LJM reporting to senior £ nron professionals other than Mr.
Fastow: Enron Globa! Finance commercial, legal and accounting monitoring of compliance with
procedures and controls for regutar updates for Chief Accounting and Risk Officers. and iniemal and
outside counsel regularly consulted regarding disclosure obligations and review of any such
disclosures.

Based on our review of the .M Deal_Approval Sheets and accompanying checklist. i
appears that the approval procedures werc generally adhered 10, Transactions wert uniformly
approved by lega!. technical and comm jal professionals as well as the Chief Accounung and Rask

Officers. la most instances, there was N0 approval signature for the Office of the Chairman except

fMﬁom< IWWM by the
Audit Comyminee on an anpual basis. Althe February 7. 2000 meeting of the Audit Commiuec. all
LJM transactions occuITing prior to thet date were reviewed. A review of all the LM transactions
during the following ycar was made at the February 12 2001 meetings of both the Audit and
Finance Comminees.

Based on our intemiews with vanous Enron representatives. and notwithsanding he
foregoing guidehnes and proceduses (hat were adopted. concems were expressed about the
awkwardness in LIM's operating within Faron and two potential conflicts of interest. The
awkwardness arose from the factthar LIM's professiopals ~ primanly individuals reporting to M.
Fastow and Michael Koppers — wert also Enron employees who officed in Enron space and worked
among Enron employces. Transactions were negotiated berween Enron employecs acting from
Enson and other Enron employces acting for LIM. Within Enwon. there appeared 10 be an air of
secrecy regarding the LJM partnerships and suspicion that those Enson employees acting for LIM
were receiving special or additional compensation. Although there was 2 Services Agreement
between Earon and LJM pursuant to which LM compensated Enson fot the services of Envon
personnel and use of Envon’s faciliues, tus fact did not quell the awkwardness of the Enon
emplovecs “wearing two bats.” Much of this awkwardness should be eliminated ona going-forward
basis. however, by reason of Mr. Fastow’s sal¢ of his ownership interest in LIM effective July 3l
2001 to Mr. Koppers {(who resigned from Enron priof to the wansaction) and the complete separation

of L/M’s employees and facilities from Enron.
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The first area of potential contlict of 1arervss Lowed by several 1

.0

i rduad s woas the tish that

undue pressure may be placed on Enron protessionals who were negotiating with LINI because thosy
\ndividuals would ultimate!y have their performance et aluated TOf COMPENSALON PUPOES by A1
Fastow in his capacity as Chiel Financial Otticer. [n parucular. Jeftrey MeMiahon stated that while
he was T reasurer of Earon he discussed this conflict directly with Mr. Fastow and Je!Trey Skilling.

and that the conflict was not resolyed prior to his acceptance of & rew posilion

within Fnren. Mr.

McMahon stated. however, that he was sware ol no ransaction where bnren suftered ceonomic

harm as & result of this potendal coaflict

The second potental conflict of interest idennitied by several individuals was
in LJM may have perceived that 1heir investment was required (0 establi
relationships with Faron Althoughno \nvestors in .M werx inten iew

that 0N esSONs
sh or maintgin other business
od. both Mr. Fastos and Mr.

McMahon stated unequivocally that thev told potential Investors that there was no li¢-in between
LJM investment and Enron bus:ness. Moreover. Mr. Fastow stated that Merrill Lynch was paid a

tee for marketing [ JM2 pantnership interests aad that & number ot i
pubiic pensicn funds and high net worh individuals. had no business relations

nvestors. such as pnvate and
tap with Enron.

- In summany. none of the individuals interviewed could identify any mansacuon between
Enron and LM that was not reasonable from Enron’s standpoint or that was Contrary 10 Enron's best

imerests. Conversely. the individuals interriewed were virtualty uruform

provided a converuent aligrmative equily panner with flexibiliry that permi
ransactions that otherwise could nothave been accomplished. Moreover. boththe s

in stating that [.JM
ued Enron to close
wiwardness and

potential for conilict of interest should be eliminated o0 3 going-forward basis as a result of Mr.

Fastow's divesument of his ownership interest in the LJM partnerships.

5. Acconnting lssues

As stated at the outset. the decision was made early in our preliminary investigation not (0
engage an independent accounting firm to second guLss the accounting advice and audit treatment
provided by AA. Based on interviews with represenauves of A and Mr. Causey. all maerial tacts

of the Coador/Whitewing and Raptor vehicles. as wellas other ransac
10 have been disclosed 10 and reviewed by AA. Inuis regard. AA reviewed
matenals and partnership agrecment (0 assure that ceruain safcguards were
permit LIM 1o be a source of third pary equify in Uansactions conducted with

tions involving LIM. appeared
the LJM solicitation
provided that would
Enron. AA likewise

ceviewed specific ransactions between Enron and LM 1o assure that LIM had sufficient equity 1n

the transaction to justify the accounting and audit principles being applied.

‘The relationship berween Enron and AA was an open on¢ and. acco

Faron consults AA early and ofien on accounting and audit issucs as they an

rding to Mr. Causcy.
se. AA concurs with

p— this statement. but points out that in certain of its accounting and audit ireatment. it must rely on

’
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Enron's statement of the business purpose 1or spucitiv transaclions and Epron s valution of assels
plaged in the Condor Whitewing and Raptor structunes.

Enron and AA representatives both acknowledye that the accounting tnedtment on (he
Condor/Whitewing and RApIor transacuons is creatis ¢ 2 - but no One Nas redson W
belicve that it 1s inappropnate from a technical stancipoini. In ths regard. AN consulted with its
seniot technical experts in 1s Chicago otlice regarding the technical accounting treatment on the
Condor/Whitewing and Raptor iansactions. and the AA parmers on the Enron accoumt consulted
with AA's scruor practice committee in Houston on other aspecis af the transactions. Enron may also
take comfort from AA's audit opinion and report 10 the Audit Comminee which implicitly approses
the ansactions involving Condur/ Whitewing and Raptor structures in the context of the approval
of Enron's financial statements.

Following cur initial interview wi -représenimives you agreed with us that it was

desirable and appropnate to provide themm;wnymous letter and supplemental
materials so that AA could comment directiy e allegations contained in those materials,
AA idemtified 1w allegatons in partcular that. it accurate. would affect their accounting and audit

- weatment. Those allegations were. in effect: (i} There was 8 handshake deal berween Mr. Skilling
and Mr. Fastow that LJM would never lose moncy on any ransaction with Earon: and (it} LJM
received a cash fee in the Raptor ransactions that completely recouped its investment and profit.

Mr. Fastow adamanily denies any agreement with Mr. Skilling or anyone clsc that LiM
would never lose money in transactions with Enson. and he recogruzed that such an agreement would
defear the accounting Ureatnent that was the very objective for the formanon of LIM. Mr. Caussy
is unaware of any such agrecment and has seen no evidence of 1.

Both Mr. Fastow and Mr, Causey acknowledge that LJM was 1o receive a cash fee for its
management of the Raptor vehicles in an amount not to exceed $250.000.00 annually for exch
company, for a towl of $1.000.000.00 for the four entilies. AA was AWaIe of Earon's payment of
these fees as well as other orgamzanonal costs of the Raptor cntities, but these fees fall far shortof
recouping LJM's ipvesunent in the Raptor entities. Both Mr. Fastow and Mr. Causey were quick to
point out, however, that 1n cach Raptor vehicle the first qansaction was 3 “put” of Enron shares
which was setiled favorably 1o LIM prior to matunity. and as a result thereof, distributions wers made
to LIM 1n amounts equal to or greater than its initial invesument in those Raplor vehicles. AA s
aware of these transactions and is comf{ortable that, by reason of the applicable special purpose entity
accounting rules. the wransactions do not underm:ine LIM's equiry invesunent inthe Raptor vehicles.

for these two allegations in her anonymous letter and
supplemental mateials, Ms. Watkins ackngwledged that she had no personal. first hand knowledge
' y on rumors that she heard during the rwo months she was

she was uncertain about any dewils ol the alleged cash fee
]

working in|Enron Global Finance. lind
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alicgation. Noovithstanding the lack of uny sobid hases for the allegations. we think itis likely that

AA will seek some kind of assurance from Fnron and perhaps from Messrs. Fastow and (ausey that
no such agreement or cash tee payment ocourred

6. Adequscy of Disclosures

Notwithstanding the expression of cogcern in Ms. Watkins' anonymogs letier and supporting
materials regarding the adequacy of Enron’s 0t FA¥hitewing and Raptor
vehicles (which. to 3 large cxient. reflect her opinion). AA is comtorable with the disclosure in the
footnotes 10 the financials describing the Condor/Whitewing and Raptor structures and other

relationships and monsacuons with LIM. . AA points out that the transactions involving
Condor/Whitewing are disclosed if aggregate terms inthe unconsolidated cquiry affiliates wotnote
and that the transactions with U] %l TAciading e Raptar Tansaclions. are da;_sgl_ogﬂ_ﬂ\ dyuregare
terms in the, related puTy transactions footnote to the financials, —_

The conzern with adequacy ot disclosures is that one Can alwavs argue in hindsight that
disclosures contained in proxy solicitations. management's discussion and analysis and financial
footnotes could be more detiled. In this regard. 1l is our undersianding that Enron's practice i3 10
provide its financial suatcmnents and disclosure materials to V&E with a relatively short time frame
within which 1o respond with comments.

7. Potentisl Bad Cosmerics

Concern was frequently expressed that the transactiorns involving Condor/Whitewing and
Raptor could be portrayed very poorly if subjected to 2 Wall Street Journal exposé or class action
lawsuit. Factors pointed to in support of these concerns included (i) the use of Enron stock 10
provide equify necessary 10 do transacuons with C ondor/Whitewing and Raptor: (ii) recognizing
earnings through derivanve ransactions with Raptor when it could be argued that there was no true
“third party” involved in those transactions: (iti) because both merchant investment value and Enron
stock have fallen. the Raptor entities may nol be able 10 satisfy ther obligations to Enron. thus
raising the question ~Who ultimazely bears this los<?™: (iv) the apparent conflict of infcrest 1ssue
raises questions as o the valuation of assets s0id to or that were the subject of transactions with
Raptor and the uming of thoss Tansacluons, {generally st 8 point when the valuation was at 2
historical bigh point).

B. Conclusions

Based on the findings and conclusions set forth with respect 10 esch of the four areas of
primary concern discussed above. the facts disclosed through our preliminary investigation do not.
in our judgment, waTant 3 further widespread inv cstigation by independent counsel and audilors.

'

E 68569



OCT 22°91 15:20 FR VE LLP ~QU 29€ xX2346 713 758 2346 TO 97136605836 F.10

Mr. JamesN . Dermich, tr
‘ .. October 13. 2001
Page 9

(dur preiiminan investigation. howeier. Jedves us with concerm 1hat, because of the bad
cosmetics involving the LIM eatities and Raptor transactions. coupied With the poor performance
of the merchant invesiment asse .ed in those \ chicles and the decline in the value of Enron
stock. there is a serious is¥X of adverse pubhicity and linigation. [t giso appears that bevause of th

inguiries and issucs rajsed by Ms. Watkins. A
agreement with LJIM LM would not
no fees to LJM in exc viously
response should be provided to Ms. Wakin
reviewed. analyzed, and altho !
serious consideration.

will want agditional assuranccs that Frron had no
mones on transactions with Enron and that Enron paid
d 1o AA. Finally. we beliene that some
3 to assure her that her concems wete thoroughly
5 faise new or undisclosed information. wefe given

We have previously reporied verbally to Mr. Lay and you regarding our investigation and
conclusions and. at your request. have reponed the same information 10 Robert K. Jasdicke. in his
capacity of Chairman of the Audit Commitiee of Frron's Board of Directors. At Dr. Jasdicke's
request. we gave a verbal summary of our review and conclusions to the full Audit Committee.
Should vou desire 1o discuss any aspext of this written report or any other details regarding our

review of this matier. please Jo not hesitate to cONLCL us at your convenience.
Very truly yours.

vinson & ELKINS L.L.P.

By. Yoot aﬁ\tﬂ\é/\ul( N

Max HenBirick. 1I!

-
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